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Enclosure (1) is provided for information and action, as 
appropriate. The Under Secretary of Defense (Acquisition, 
Technology and Logistics) believes DOD must take maximum advantage 
of the benefits of PBP by making this form of payment the primary 
and most commonly used form of contract financing. Consequently, 
for FY 2002, PBP should be the primary form of contract financing 
in at least 25 percent of contracts valued at $2 million or more. 
By FY 2005, PBP should be the prevailing form of financing used in 
fixed-price contracts. DOD plans to issue guidance to help 
personnel select and evaluate performance events. 

Please ensure that this memorandum gets widespread 
distribution. 
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THE UNDER SECRETARY OF DEFENSE 

3010 DEFENSE PENTAGON 
WASHINGTON. DC 20301-3010 2, 

: NOV 13 2ooo 

MEMORANDUM FOR SECRETARIES OF THE MILITARY DEPARTMENTS 
COMPONENT ACQUISITION EXECUTIVES 
DIRECTORS, DEFENSE AGENCIES 

SUBJECT: Use of Performance-Based Payments (PBP) 

The Department has had the authority to make performance-based payments to 
contractors under sole source fixed-price contracts for several years, but with the exception of 
their significant use wtth ‘other transactions,” thls financing technique has not been used widely. 
Recently, the Federal Acqulsltion Regulation was changed to remove the prohibition on using 
PBPs on research and development and competitively negotiated acquisitions, and to permit 
prime contractors with cost type contracts to use PBPs on fixed-price subcontracts (FAC 97-16). 

There are many significant advantages to be gained from the use of PBPs instead of 
cost-based progress payments. The Department must take maximum advantage of the benefits 
of performance-based payments as the preferred means of providing contract financing under 
fixed-price contracts by making this form of payment the primary and most commonly used form 
of contract financing. For fiscal year 2002, we must ensure PBP is the primary form of contract 
financing In at least 25% of contracts valued at $2 million or more. By fiscal year 2005, this 
method of financing should be the most prevalent form used in fixed-price contracts, such as 
those for complex services or for production efforts. 

In fiscal year 1999, there were 195 contract actions valued at $5.6B that used this form 
of contract financing. By fiscal year 2005, this method of financing should be used In most 
contracts that provide financing. Exceptlons to the use of this contract financing technique 
should only be agreed to by the contracting officer when supported by a sound business case 
justification. The attached summarizes PBP pot!! and lessons learned. 

As with many of the acquisition reforms that we are pursuing, changing the predominant 
way we provide financing payments under fixed price contracts will require all of us to become 
more sophisticated customers. To that end, 1 have directed the Deputy Under Secretary of 
Defense for Acquisition Reform to lead the development and distribution of a guidance 
document that will assist contracting officers and program managers in the selection and 
valuation of meaningful technical progress indicators to use in conjunction with performance- 
based financing payments. I look forward to your enthusiastic and effective implementation of 
the actions necessary to successfully transition our contract financing practices to this new . 
paradigm. 

Attachment: 
As stated 
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The Cake for Performance-Based Payments (PBP) 

Policy - Statute and Regulation 

The authority to make performance-based payments to contractors resides in 10 U.S.C. 
2307(b), which states: “Whenever practicable, payments under subsection (a) shall be made on 
any of the following bases: 

(1) Performance measured by objective, quantifiable methods such as delivery of 
acceptable items, work measurement, or statlstlcal process controls. 

(2) Accomplishment of events deflned in the program management plan. 
(3) Other quantifiable measures of results. 

This statutory authority Implemented in FAR Part 32.16 states: Perfomtance-based payments 
are fhs Preterred Government ffnsncing methodwhen the contracting officer finds them 
practical, and the contractor agrees to their use.” 

Advantages’of Using PBP 

Using PBP as the prlnclple method of furnishing contract ftnandng under fixed price contracts 
has many potential beneffis for both the Government and contractors. Among them, are the 
following: 

Enhanced Technical and Schedule Focus. 

PBP focuses attention on the accomplishment of meaningful and measurable technical progress 
and on meeting program schedule commitments. By contrast, cost-based progress payments 
reward incurring cost with only a tangent&l relationship between those coats and actual, 
demonstrable progress and schedule results. By linking a contractor’s financing payment to 
crltkxl aspects of technical and schedule performance prior to contract award, PBP reinforces 
the primacy of technIcal and schedule connectivity for successful performance. To be 
successful, parties need to negotlate, at the time of contract formatlon, the events or 
accomplishments to be measured, hoti those measurements will be made, and what value 
these events or accomplishments will have for financing payment purposes. Thus, both partles 
will have, in effect, converted appropriate portions of the program plan and schedule Into 
meaningful criteria that will be used throughout the life of the contract to make financing 
payments. Financing payments will occur only when meaningful, objectively determinable 
performance accomplishments are achieved. 
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